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SUBJECT: First-Time Honebuyer Mbrtgage | nsurance Deduction

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS RESOLVED THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as introduced
X December 15, 1998 .

X FURTHER AMENDMENTS NECESSARY .
X DEPARTMENT POSITION CHANGED TO Neutral .

REMAINDER OF PREVIOUS ANALYSISOF BILL ASINTRODUCED __December 15, 1998  STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL), this bill would allow a first-tine home
buyer, as defined, to deduct the amount paid or incurred for nortgage insurance
for the first five years the home is owned by the first-time honme buyer.

SUMVARY OF AMENDMENT

The March 17, 1999, anendnents deleted the provision allowi ng a private nortgage
i nsurance deduction annually until 20% of the nortgage has been paid and inserted
t he | anguage di scussed in this analysis.

The anendnents resol ved sone of the departnment’s inplenentation considerations.
Except for the issues below, the remainder of the departnent’s analysis of the
bill as introduced Decenber 15, 1998, still applies. The follow ng

i npl enent ati on considerations still apply and are included bel ow for conveni ence.

SPECI FI C FI NDI NGS

This bill would allow a first-tinme homebuyer, as defined, to deduct the anmpunt
paid or incurred for nortgage insurance for the first five years the hone is
owned by the first-tinme honebuyer.

The deduction woul d be all owed regardl ess of whether the full insurance anpunt
was paid at the time of purchase or is paid over the termof the |oan
Typically, taxpayers with Federal Housing Authority (FHA) or Veterans

Adm ni stration (VA |oans would pay the full amount at the tinme of purchase,
therefore receiving a larger initial deduction than a taxpayer with a
conventional |oan
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By reference to the Health and Safety Code, this bill would define “first-tine
honmebuyer” as a person who is a purchaser of an owner-occupied housing unit and
who neither has, nor has had, a present ownership interest in a principal
residence at any time during the three-year period prior to the date on which the
nortgage i s executed.

“Mortgage insurance” means insurance, including any nortgage guaranty insurance,
agai nst the nonpaynent of, or default on, an individual residential nortgage,
whet her the insurance premumis paid periodically or as a lunp sum Mortgage

i nsurance includes private nortgage insurance and nortgage i nsurance nmade
avai |l abl e under the National Housing Act, Title 38 of the United States Code, or
Title V of the Housing Act of 1949.

“Qualified single-fam |y dwelling” neans a residence consisting of one famly
dwelling unit located in this state that was purchased or constructed by a first-
ti me honebuyer for an anount that is | ess than 140% of the nedian sale price for
single-famly dwellings sold during the cal endar year imrediately preceding the
year of purchase or construction of the dwelling in the county in which the
dwelling is located, as reported for the county by the California Association of
Real t ors.

“Resi dential nortgage” means a nortgage, |oan, or other evidence of a security
interest created with respect to a qualified single-famly dwelling to finance
the initial acquisition or construction of that dwelling.

The deduction allowed by this bill would be included with other niscell aneous
item zed deductions and woul d be deductible only to the extent that the combi ned
total exceeds 2% of the taxpayer's adjusted gross inconme (AG).

| npl ement ati on Consi derati ons

Thi s deduction may be conplex for taxpayers to calculate since it would be
i ncluded as part of the taxpayer’s m scellaneous item zed deducti ons and
[imted to the extent that the total exceeds 2% of AGQ.

The bill uses the term*“first-tinme homebuyer” as defined in the Health and
Saf ety Code. The Internal Revenue Code (IRC) and PITL define the term
“first-tinme hone buyer” as an individual (and if married, the individual's
spouse) who had no present ownership interest in a principal residence
during the two-year period ending on the date of acquisition of the
principal residence. To the extent taxpayers and tax practitioners use the
definition of "first-time honmebuyer” in the PITL, the deduction would be

di sal l owed. This one-year difference could cause di sputes between taxpayers
and the departnment.

Techni cal Consi der ati ons

On page 2, line 4, the normal structure in referring to taxable years is
"begi nning on or after,"” rather than "beginning on and after” as the bill is
currently drafted. One could argue that technically a taxable year woul d
only qualify if it began both "on and after” January 1, 1999. To correct
this, anendnent 1 has been provided.
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Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng revenue | osses under the PITL.

Esti mat ed Revenue | npact of SB 109
As Amended 3/17/99
[$ In MIlions]

1999- 00 2000-01 2001- 02
($5) ($5) ($5)
The bill would be effective for taxable years begi nning on or after

January 1, 1999.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The March 17, 1999, anendments increased the revenue estimate by $4 mllion

annually fromthe estimate in the analysis of the bill as introduced. As
amended, the total inmpact of the bill is losses on the order of $5 mllion
annual | y.

The change that inpacted revenue increased the types of eligible nortgage
i nsurance to include that required for FHA and VA-guaranteed hone | oans.
The ot her changes were consistent with assunptions nade for the prior
revenue estimate.

The anount of nortgage insurance prem uns that exceed the 2% of adj usted
gross inconme threshold and marginal tax rates of taxpayers w th deductible
prem uns woul d determ ne the revenue inpact of this bill.

Esti mates are based on projected premuns paid by first-time honebuyers in
California relative to new and existing | oans (as applicable) for
conventional, FHA, and VA |loans. For the 1999 taxable year, projected
prem unms total on the order of $800 million. As a miscellaneous item zed
deducti on, nortgage insurance prem uns woul d be included with other

m scel | aneous item zed deductions, if any, and woul d be deductible only to
the extent they exceed 2% of adjusted gross income. By using personal

i ncone tax sanple data and a series of reasonable assunptions as a proxy,
deductible premuns are estinmated to be on the order of $80 mllion

annual ly. Applying an average nmarginal tax rate of 6% derives the
esti mat es.

Mort gage i nsurance premum (M P) estimates are based on the projected nunber
of new FHA loans to first-tinme honebuyers in California in 1999: 201, 000
The average loan is $115,000. FHA requires an up-front prem um of a
specified rate of the loan and is paid at closing or financed into the
nortgage anount. Estimates assune that the up-front premiumis considered
paid at closing. Approximately two-thirds of borrowers pay an up-front
prem um equal to 2.5% of the nortgage anount, and one-third pays 1.75% In
addition, a monthly prem um equal s 0.5% of the nortgage anount. For new

| oans, six nmonths of nonthly prem uns were included to reflect a m d-year
pur chase date.
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The nmonthly prem um al so was used as a proxy to estimate the annual prem uns
paid by qualifying first-tinme homeowners with existing FHA | oans. Estimated
prem uns for new and existing |loans totaled on the order of $525 million.

Fundi ng fee estimates are based on fees paid by veterans who are first-tinme
homebuyers in California. For VA-guaranteed honme |oans, a funding fee is

t he equi val ent of a nortgage insurance premum The funding fee is based on
the anount of the nortgage and will vary according to | oan-to-value ratio.
The fee may be paid in cash or included in the | oan anobunt. Estinmates
assume that the funding fee is considered paid at closing. According to the
Veterans Adm nistration, funding fees attributed to first-tine honmebuyers in
California are on the order of $40 mllion

Private nortgage insurance (PM) estinmates are based on the approximte
nunber of policies insuring conventional |oans for first-time honebuyers
nationwde: 2.5 mllion. It is assuned that California s distributive
share of PM policies is roughly equal to the nunber of owner occupi ed hones
in California versus the nation, approximtely 10% or 250,000 policies.
PM prem unms can be paid on either a nonthly, annual, or single prem um
pl an. According to industry contacts, 95% of policy premuns are paid
monthly. Prem uns are based on the amobunt and terns of the nortgage and
will vary according to | oan-to-value ratio, type of |oan, and anount of
coverage required by a lender. An average nonthly PM prem um of $75 was
used for the estimate. The average PM policy is in force for |ess than
five years. PM premuns are estimated at $225 mllion

POSI T1 ON

Neut r al

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill, as introduced Decenber 15, 1998.
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AMENDMENT 1

stri ke "and"

and i nsert:



